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Loss corporations have intrigued taxpayers and their counsel for
many years. The tax picture is one of a corporation with net operating
losses or high-basis assets or both which, for one reason or another, has
been unable to earn a profit. Profitable corporations or businesses look
with envy on the net operating losses or high-basis assets which are of no
use to the company itself, but could be used to offset the profit company's
earnings, resulting in happiness to everyone except the U . S. Treasury.
The problems of loss companies, other than their inability to earn a profit,
largely comprise methods by which others can use these losses and the
counter attempts of the government by legislation and Treasury rulings to
prevent their utilization.
In 1940 the C o u r t decided that an affiliated group acquiring the
stock of a loss corporation primarily to reduce taxes was not entitled to
use the net operating losses, sustained before affiliation, in computing consolidated net income for the affiliated group after affiliation. Not much
else was done until 1943, when Section 129 of the 1939 Code was introduced to stop what was characterized as the "Trafficking in Loss Corporations." This was the period of the World War II excess profits tax.
Some corporate taxpayers were acquiring corporations having high invested
capital to bolster their own excess profits credits or to reduce their profits.
O n the whole the government was unsuccessful in its attempts to apply
Section 129. Cases beginning with Alprosa Watch Corporation were
decided uniformly in favor of the taxpayer, and it was not until 1957 that
Section 129 was applied successfully in two cases. These cases and the
general provisions of Section 129 are discussed later in this paper.
In the 1954 Code further attempts were made to limit the use of loss
corporations by others. Section 129 of the 1939 Code became Section 269
of the 1954 Code and was re-enacted almost without change except for
the inclusion of a prima-facie presumption under certain circumstances
that a transaction was within its scope. Section 382 was introduced into
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J. D. and A . B. Spreckels Co. - 41 B T A 370.
Alprosa Watch Corp. - 11 T C 240.
Section 269 (c) IRC 1954.
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the Code to limit the areas in which loss corporations could be acquired
and pre-acquisition losses successfully utilized. Section 381 applied in part
to certain of the loss corporation's activities, although that Section was
primarily designed to resolve questions relating to the rights of a successor
in a reorganization.
R E V I E W O F C O D E PROVISIONS
S E C T I O N 269

Before going into the question of mechanics of acquisitions of loss
companies, a brief review of statutory provisions seems in order. There
are three Sections in the 1954 Code which bear directly or indirectly on
this subject, two of which are primarily concerned with loss corporations
as such. The first is Section 269 which was referred to herein as old Section 129. This Section disallows, as a deduction or credit or allowance,
any tax benefit arising from an acquisition, the major purpose of which
was to secure such benefit. The 1954 Code repeated the 1939 Code, but
added a section providing in substance that an acquisition for a price disproportionate to the tax basis of assets acquired and other tax benefits will
be, prima facie, an acquisition the principal motive for which is tax avoidance. This new provision will be difficult to apply and its uncertainty will
undoubtedly result in a great deal of litigation. Under the 1939 Code the
Commissioner was unsuccessful in most of his Section 129 cases. Beginning with Alprosa Watch C o r p o r a t i o n (an instance in which a loss
corporation was used to acquire a profit business) and continuing until
the recent court decisions in Coastal O i l Storage Company, and American
Pipe and Steel Company, the Commissioner had no success. However,
these two recent cases indicate that the courts will, in proper circumstances,
apply Section 129.
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In the Coastal O i l Storage case, the taxpayer created a wholly owned
subsidiary and transferred to it certain assets in exchange for stock. The
point at issue was a surtax exemption to the subsidiary, the Circuit Court
holding that the principal motive in forming this subsidiary was tax-saving
(that is, the additional surtax exemption), and that Section 129 therefore
applied, eliminating the surtax exemption. This decision may be one of
the opening guns in an attack on situations of this type.
The other case — American Pipe and Steel — was an acquisition of
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2 supra.
25 T C 1304, Affd. C A 4 - 3 / 1 1 / 5 7 .
25 T C 351, Affd. C A 9 - 4/15/57.
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the high-basis-asset, loss-corporation type. The acquired corporation owned
real estate having a basis of some $400,000, but a value at the acquisition
date of some $25,000. The American Pipe and Steel Company acquired
the stock of the real estate company for a small amount and thereafter
caused the subsidiary to sell its lots for $25,000, the subsidiary thus sustaining a loss of about $400,000. A consolidated return was filed on which
these losses were offset against the profits from other operations. The
Court denied the loss under Section 129 and the same rule would be
applicable under Section 269. There can be no real criticism of the Court's
decision in this case.

SECTION

382

Section 382 is the other Section introduced into the Code to prevent
the use of losses of loss corporations by others. It is divided into two parts:
one deals with losses of corporations whose stock is acquired in taxable
transactions, and the other deals with losses of corporations which are
merged or whose assets are acquired under a C-type reorganization. Section 382(a) provides in general for a disallowance of net operating losses of
a corporation if more than 50 per cent of its stock is acquired within a twoyear period and there is a material change in the operations of the acquired
corporation after such an acquisition. The summary outlined above is
somewhat oversimplified; there are qualifications and technical details, but
in substance it is designed to prevent the purchase of more than 50 per cent
of the company's stock with the discontinuance of the loss business and
the application of the losses to another business. It should be noted that
both the 50 per cent change and the change of business are required in
order to disallow the loss under this Section.
Section 382(b) provides generally, in acquisitions of assets by merger,
by consolidation, or through C-type reorganization, that the net operating
loss will be allowed in full if the shareholders of the loss corporation receive
20 per cent or more of the stock of the acquiring corporation. T o the extent
that the proportion is less than 20 per cent, 5 per cent of the net operating
loss is disallowed for each 1 per cent of such proportion is below the 20
per cent figure.
SECTION

381

Section 381 provides for the treatment of losses by the acquiring
corporation in merger or liquidation transactions within an affiliated group
or between two related companies. Its terms are applicable to other types
397

of transactions and other tax attributes, but for the purposes of this paper
only its loss aspects are of importance.
MECHANICS A N D PROBLEMS OF ACQUISITIONS
We now proceed to the mechanics and problems connected with the
acquisition and utilization of losses of a loss corporation. Available alternatives may be summarized as follows: (1) the loss corporation may acquire
a new business or earning assets with or without a change in its stockholders; (2) the stock of the loss corporation may be acquired by others
either in a taxable or non-taxable acquisition; (3) the assets and business
of the loss corporation may be acquired by others in a taxable acquisition,
or the loss corporation as a member of an affiliated group may be liquidated
or merged with the parent or other members of the affiliated group.
NO CHANGE IN OWNERSHIP

If a loss corporation acquires a new business or additional working
assets and its stockholders do not change materially, the tax problem is
relatively simple. The corporation continues to operate, perhaps with a
changed name, and the earnings of the new business are extinguished for
tax purposes by prior carryover losses. Since there is no important change
of stockholders the net effect of the operation is that the losses have been
utilized to offset otherwise taxable profits for the period during which the
carryover losses can be utilized. In a recent case a loss corporation
acquired the business of a soap company and applied its losses against the
profits of the soap company. There was no change in the loss corporation's
stockholders. The Treasury challenged the acquisition under Section 129,
but the Tax Court upheld the taxpayer. Generally speaking, if there is no
material change of stock ownership a loss corporation may acquire other
businesses or assets and apply its own losses against the profits derived
from the new operations without serious problems under either the 1939
or 1954 Codes.
7

CHANGE IN OWNERSHIP

Changes in stock ownership of loss corporations may produce results
materially different from that above because of certain statutory changes
made by the 1954 Code. A s explained previously, Section 382(a) operates
under many circumstances as a bar to use of the loss corporation's prior
7

T. V. D. Co. 27 - T C 879 - This case was pleaded under Sections 22 (a) and 45 IRC, but considers Section 129.
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net operating losses. If, however, there is not the specified change in stock
ownership and if the company operates the same business, at the same
place, etc., as before the stock acquisition, then the net operating losses
will not be disallowed under Section 382(a). Serious questions arise about
the meaning of the Code; no regulations have yet been published or proposed in connection with Section 382 and the only guide available to
taxpayers for interpreting this portion of the Section is the committee
reports on the bill. The conference report indicates that a change in
methods of operation, place of doing business, or elimination of one or
more products formerly handled by the loss corporation, will determine
whether there has been such a change. It was made clear, however, that if
the company continued to operate its former business, there was no prohibition against the addition of new types or classes of business or new
assets. Generally speaking, therefore, in taxable acquisitions of stock or
assets of a loss corporation within a period of two years, if there is a change
of 50 per cent or more in the ten largest shareholders' ownership, the net
operating losses of the acquired corporation will be disallowed unless
substantially the same operations are continued after the acquisition.
8

This Section relates only to net operating losses; it does not cover
basis problems. Apparently, it has been left to Section 269 to determine
whether the high-basis-asset acquisitions are proper or whether some adjustment must be made to reduce or eliminate the tax benefits which might be
the result of a taxable acquisition of stock to obtain high-basis assets.
N O N T A X A B L E ACQUISITIONS

Nontaxable acquisitions of the loss companies can take two general
forms: the acquisition of stock for stock under a B-type reorganization,
and a merger or acquisition of substantially all the assets under A - or C-type
reorganizations.
9
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B-Type

Reorganizations

Section 382 is not applicable in the case of acquisition under a B-type
reorganization where the acquiring corporation acquires over 80 per cent
of the stock of a loss corporation in exchange for its own stock and thereafter holds the loss corporation as a subsidiary. The net operating loss of
the acquired corporation continues to be its net operating loss and if profits
Conference Committee Report HR 8300, Section 382.
Section 368 (a) (1) B — Acquisition of stock control for stock.
10 Section 368 (a) (1) A — Statutory merger or consolidation.
Section 368 (a) (1) C — Acquisition of substantially all of corporate assets for stock.
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from its operation ensue, the net operating losses will be available to eliminate tax on such profits. There would seem to be no objection to the
introduction of new capital or businesses or both into the loss corporation
by contribution of the parent or merger with other subsidiaries; in this way
the losses of the acquired corporation can be utilized by the affiliated
group. It appears that the only check on this type of acquisition is Section
269. It is possible that the loss-company subsidiary so acquired may be
operated for a period, preferably for at least two years, and then dissolved.
Upon dissolution its net operating loss should be available to the affiliated
group under Section 381. Accordingly, for B-type reorganization acquisitions of loss corporations there are relatively few problems; the principal
hurdle is in showing that an adequate price was paid for the loss corporation, including tax benefits, so as to comply with the provisions of Section
269.
11

A-

or C-Type

Reorganizations

In other types of reorganization acquisitions the problem is more
specific. With respect to statutory mergers, consolidations, or C-type reorganizations, Section 382 (b) is applicable. This Section provides in general
that, if the shareholders of the acquired corporation receive 20 per cent or
more of the stock of the acquiring corporation, the net operating losses of
the loss corporation will be available to the acquiring corporation. If there
is a lesser percentage of the acquiring-corporation stock issued to the shareholders of the loss corporation, then the net operating loss of the loss corporation will be disallowed to the extent of 5 percentage points disallowance
for each 1 per cent by which the stock issued to the loss corporation shareholders fails to reach 20 per cent. Thus, if the shareholders of the loss
corporation were to obtain 15 per cent of the stock of the acquiring corporation, the acquiring corporation would be entitled to 75 per cent of the
net operating losses of the acquired corporation and the other 25 per cent
would be disallowed as a deduction. Provision is made for acquisitions by
subsidiaries of a parent corporation, and in many cases it is possible that
a subsidiary can use the stock of the parent to acquire assets in a C-type
reorganization which will permit a larger retention of net operating losses
than if the parent company had acquired those assets directly in exchange
for its own stock.
12

Section 382 is the attempt by Congress to eliminate the larger portion
of trafficking in loss corporations. Apparently it did not intend to eliminate

11 e.g., T. V. D. Co. 12 Section 382 (b)

27 T C 879.

(6).
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completely the possibility of a loss corporation's being able to use its tax
losses, nor to condemn a loss corporation to continued losses without help
from others who might be able to bring new business or capital, but it
endeavored to limit explicitly certain types of acquisitions comprising the
great bulk of acquisitions effected primarily for tax reasons. Section 382
(a) provides for the taxable acquisition transactions and 382 (b) for the
reorganization-type acquisitions, and together they cover the greater portion of the normal methods of acquisition.
One interesting situation can develop and has developed, to my knowledge, namely, the acquisition of stock by gift. A stockholder had a 50 per
cent ownership in a company which had been about completely stripped of
resources. A s an operating business it was completely hopeless unless
additional capital could be put in, but while the stockholder was willing
to advance additional money and introduce new assets, the other 50 per
cent stockholder was unable and unwilling to do anything additional. The
other stockholder thereupon gave his stock to the first without compensation. There was no relationship between the stockholders. It seems that
Section 382 ( a ) and (b) and Section 269 do not cover a situation of this
type and it is my opinion that the company is entitled to utilize the net
operating losses without fear of successful challenge by the Treasury.
1 3

Intercorporate Mergers and

Liquidations

The next type of acquisition which occurs frequently concerns intercorporate mergers and liquidations within affiliated groups. Frequently, a
parent corporation owns subsidiaries which have sustained operating losses.
If consolidated returns are filed these losses have been made available to
the affiliated group, but if separate returns are filed, the benefits of these
losses have not been availed of in the years the losses were sustained. The
parent has a possible alternative of merging the loss company with another
corporation earning a profit or of placing additional earning assets in the
subsidiary to bolster its earnings and so utilize the loss. Prior to the 1954
Code, the courses just mentioned represented about the extent to which a
parent could safely use such net operating losses, but in the 1954 Code,
Section 381 was enacted which, in most mergers and liquidations within
an affiliated group, placed the acquiring company in the position of the
acquired corporation as to tax benefits and many other types of tax attributes. Under Section 381 the result of an intercorporate liquidation or
merger would be to permit the parent to utilize the net operating loss of
the subsidiary, provided only that the subsidiary did not come within the
13 Section 382 (a)

(4).
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Kimbell-Diamond R u l e . Thus if a parent liquidates a subsidiary the parent
will be entitled to the subsidiary's net operating loss, its capital-loss carryover, its contributions carryover, and, obviously, to the basis of the
assets in the hands of the subsidiary. This applies to merger and liquidation-type transactions provided that the subsidiary was not acquired in a
taxable transaction and liquidated within two years thereafter (the K i m bell-Diamond situation). Rules are included in the Code and examples are
given in the Committee Report illustrating the effect of Section 381 on
net operating loss carryovers. These rules and examples indicate the methods by which the parent company can utilize net operating losses; the
methods will depend upon the date of liquidation and the earnings of the
parent corporation after liquidation. A n allocation is permitted if the intercorporate liquidation or merger occurred on a date other than the close of
the taxable year of the acquiring or parent company.
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LISBON SHOPS CASE

Prior to the 1954 Code there had been many disputes as to whether the
net operating losses of a subsidiary or of another company participating in a
merger or reorganization transaction would be available to the surviving
company after the merger or liquidation. There were conflicts in court
decisions: The major line of cases held that the net operating loss was not
allowable to the surviving or new corporation because the loss allowable
is only the loss of the taxpayer itself, but decisions in other cases had
permitted the allowance under similar circumstances. The most recent
development in this field has been the Supreme Court decision in the Lisbon
Shops case.
19

20

21

In the Lisbon case there was a merger of some sixteen separate corporations, all engaged in the same general business and owned by the same
group of stockholders. The surviving corporation had been a management
corporation for all of the other stores. Three of the stores, separately incorporated, had sustained net operating losses in prior years, and upon
merger into the management company their net operating losses were
claimed by the surviving company. The Supreme Court held that the net
operating loss was not allowable to the merged company. It avoided a
14
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Section 334 (b).
Section 381 (c) (3).
Section 381 (c) (19).
Section 334 (a).
Conference Committee Report, HR 8300, Section 381.
e.g., New Colonial Ice Co., 292 US 435.
e.g., Stanton Brewery, 176 Fed. (2d) 573.
Libson Shops, Inc. v. Koehler, 77 S. Ct. 990.
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decision on the question of whether the taxpayer principle applied, but
based its decision on a question of whether the business of the merged
company was the same as the business of the constituent corporations.
The Court determined that the business changed as a result of the merger
and determined that in such circumstances the loss was not allowable, even
though other decisions, involving the same continuing-business principle
had permitted such an allowance. While this decision applies to the 1939
Code and may have serious effects on those years still open under the Code,
the real question which concerns us is whether and to what extent the
Lisbon case applies under the 1954 Code.
A s mentioned earlier, there have been no regulations issued under
Section 381 or 382; consequently the comments I now make are without
benefit of illumination from the Treasury. It is my feeling, however, that
the specific provisions of Section 381 differ so materially from the 1939
Code that the principle of the Lisbon case would not be applicable to an
intercorporate merger or liquidation under the 1954 Code. Its principle
might be applicable to a merger of a corporation outside an affiliated group
into the affiliated group, but in that event the provisions of Section 382 (b)
would be primarily applicable, and if the net operating loss were not disallowed under Section 382(b) or were allowed in part under that Section,
it is my belief that the continuity-of-business doctrine enunciated in the
Lisbon case would not be required under the 1954 Code.

CONCLUSION
The present position of loss corporations is highly uncertain. New statutory concepts introduced in Sections 381 and 382 and the addition to Section 269 render previous statutory provisions and decisions only partially
applicable to present transactions. It may be that regulations when issued
will clarify the subject, but it seems likely that these regulations will be
couched in vague and all-inclusive terms, leaving many questions open for
later decision by litigation. Likewise, it is probable that these regulations
will attempt to limit possible taxpayers' benefits so far as possible under
the Code and to expand areas of prohibition to their fullest extent. A t
present there seems to be no indication as to when tentative regulations
may be expected; it has already been almost three years since the enactment
of the 1954 Code, but the subject is still as unclear as before, except to the
extent that it has been illuminated by guesses of practitioners and others
concerning the meaning of these various Sections. In the resulting state
of affairs taxpayers acquiring loss corporations pay their money and take
403

their chances; unless the transaction is so clear of tax avoidance motives
as to raise no question, there is a reasonable possibility of a law suit. A
transaction of this type is extremely difficult to find in this field; it is harder
than finding the proverbial needle in the haystack.
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